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PERSPECTIVES ON IMPROVING CORPORATE
RESPONSIBILITY AND CONSUMER
PROTECTIONS

THURSDAY, JULY 18, 2002

U.S. SENATE,
SUBCOMMITTEE ON CONSUMER AFFAIRS, FOREIGN
COMMERCE, AND TOURISM,
COMMITTEE ON COMMERCE, SCIENCE, AND TRANSPORTATION,
Washington, DC.

The Subcommittee met, pursuant to notice, at 9:35 a.m. in room
SR-253, Russell Senate Office Building, Hon. Byron L. Dorgan,
Chairman of the Subcommittee, presiding.

OPENING STATEMENT OF HON. BYRON L. DORGAN,
U.S. SENATOR FROM NORTH DAKOTA

Senator DORGAN. We call the Subcommittee hearing to order.
This morning’s hearing will be conducted in 2 parts. Beginning at
9:30 a.m., we will have the first portion of the hearing dealing with
the perspectives offered to us by a number of organizations and in-
dividuals on corporate responsibility, consumer protections, and re-
lated issues; all of us know that we have had a crisis of confidence
in this country—in many instances, for very good reasons—in the
economy and corporations.

Virtually every day, we hear additional news about some of
America’s best-known corporations restating earnings. We have
news about corporations filing for bankruptcy. We have news of
companies—such as Xerox, Global Crossing, Qwest, WorldCom,
Merck, Enron, Tyco—restating earnings going back a quarter, a
year, 2 years, 3 years, 4 years. It seems to me each and every day
brings a new revelation about behavior and about practices inside
the companies, about the actions of accountants and law firms that
make you just shake your head and say, “What on earth were peo-
ple thinking about?”

This is about public trust. The mechanism by which we accumu-
late capital in this country is such that people must be able to trust
those who are running our companies, those who are preparing fi-
nancial statements, those who are running accounting firms, those
who are running the law firms. The faith in those institutions and
those organizations has been sorely shaken in recent months.

We recently passed a piece of legislation in the Senate dealing
with corporate responsibility. Much more is yet to be done, how-
ever. That needs to go to conference. There are things that are left
out of that bill. We will need to have a second round on that issue.
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We thought it was important to continue the work that we have
done in this Subcommittee, much of it focusing on Enron following
the announcements with respect to the Enron Corporation’s scan-
dals, I guess I would call it. The more we looked into Enron, I said
it was a culture of corporate corruption, and I am more convinced
of that now than ever. But it is not just the Enron Corporation. It
goes well beyond that.

We're going to have a hearing later this morning in which we
hear about mark-to-market accounting in the State of California.
Mechanisms by which I believe price fixing occurred in the State
of California to the tune of billions of dollars. Billions of dollars
taken out of the pockets of California consumers by manipulation
of wholesale electricity prices and, therefore, the manipulation of
retail electricity prices, as well. This isn’t petty theft. This is whole-
sale fraud, in my judgment. We’ll have some discussion about that
later this morning.

To give us a perspective from several different points on the com-
pass about corporate responsibility, consumer protection and re-
lated issues—as a prelude to other activities this Subcommittee
will have dealing with WorldCom, Global Crossing, Tyco, Xerox,
and other companies, as well—we want to hear from four wit-
nesses.

I would ask the four witnesses to step forward and come to the
table as I call their name—they are the Honorable Richard Moore,
the State Treasurer for the State of North Carolina, the Honorable
Howard Metzenbaum, a former colleague of ours; who is now
Chairman of the Consumer Federation of America. Senator
Metzenbaum, of course, served many years as a distinguished Sen-
ator from Ohio here in the U.S. Senate. Ms. Joan Claybrook, Presi-
dent of Public Citizen, and Ms. Nell Minow, Editor of The Cor-
porate Library. And let me thank all of you for being here to testify
this morning. My colleagues will be along in a bit.

We are holding this hearing in two parts this morning. After re-
ceiving your testimony and asking some questions, we will recon-
vene the hearing at 11 o’clock, to hear from Army Secretary White
on subjects that relate to the Enron Corporation, his former em-
ployer.

Again, let me thank all of you for being here. As a matter of
courtesy, I'll call on Senator Metzenbaum first. Senator Metzen-
baum, we miss you here in the U.S. Senate, but we know that you
are doing great work as Chairman of the Consumer Federation of
America. Your voice has long been missed since your departure. We
welcome you this morning and appreciate your willingness to offer
testimony on behalf of the consumers of America.

Senator Metzenbaum, please proceed.

STATEMENT OF HON. HOWARD M. METZENBAUM (RETIRED
SENATOR), CHAIRMAN, CONSUMER FEDERATION OF AMERICA

Senator METZENBAUM. Thank you, Mr. Chairman, and I miss
being in the U.S. Senate, miss the opportunity to work with you,
and I appreciate your invitation to offer my comments on this very
important issue.
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I am particularly pleased to appear before you, Senator Dorgan,
because you personally have done so much to highlight corporate
abuses and to propose real reform.

I spent my career in the U.S. Senate working to prevent corpora-
tions from running roughshod over the rights of consumers and
workers. I have to tell you that I have never seen a more appalling
example of the heartless, unfettered corporate greed than that re-
vealed by the present widespread accounting scandals. Companies
like Enron and WorldCom lied to their investors, lied to their em-
ployees, hid crucial information about their finances, and, in some
cases, actually tried to influence, improperly, government officials.
The executives behind what appears to have been a massive
fraud—massive frauds on a grand scale should be brought to jus-
tice quickly.

This country finds itself in the midst of a corporate crime wave.
It’s astounding. It’s incredible. It’s unbelievable. And while the av-
erage citizens ponder their diminishing retirement accounts and
wonder whether they will be next to lose their jobs, a debate rages
in Washington over whether this is the product of a few bad apples
or evidence of a systemic breakdown. The outcome will determine
whether Congress and the Administration adopt an effective policy
response.

Back in the early 1940s, the number of corporate restatements
used to run at a pretty predictable 45 or so a year. But around the
middle of the last decade, it just took off. From 1997 through 2001,
there were 1,089 restatements, including well known companies
like Waste Management, Sunbeam, Cendant, Rite-Aid, and, of
course, Enron. Today, we are fast approaching the point where 1
in 10 Americans—1 in 10 of America’s public companies will have
recently been forced to restate its earnings. That’s more than the
few bad apples the President claims have a problem.

Our system of investor protections was ostensibly designed with
these many bad apples in mind. It was designed to work, not just
when corporate executives are honest and forthcoming and above-
board, but also when they are greedy, unethical, and deceptive.
That’s why we have standardized disclosure rules and SEC over-
sight and ratings agencies and corporate board audit committees.
And, above all, it is why we require an outside, independent audi-
tor to review and approve a company’s financial statements.

In the recent rash of accounting frauds and failures, all of those
safeguards failed. The accounting rules failed to produce an accu-
rate picture of company finances. Corporate boards failed to ask
tough questions, challenge questionable practices, or require more
transparent disclosures. Auditors signed off on financial statements
that clearly presented a misleading picture of companies’ finances
or missed altogether Mount Everest-sized reporting errors. In many
cases, years had passed since the SEC last reviewed the company
and questioned its financial statements.

At the end of the day, one conclusion is inevitable. The system
of corporate governance that we have long and rightly touted as
the world’s best is just not adequate to ensure that investors re-
ceive accurate information about the companies in which they in-
vest. And that has led to the current crisis of investor confidence.
Although most investors instinctively understand that not all com-
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panies are corrupt, they also know that they can’t, on their own,
reliably tell the difference between those whose finances toe the
mark and those with troubling secrets hidden in the footnotes or
kept out of the financial statements altogether. And they have ex-
perienced firsthand how quickly the bottom can drop out of a once
high-flying stock when questions about its accounting emerge.

If we want average Americans to continue to view our financial
markets as a place where they can entrust their long-term savings,
then we need to provide them with a reasonable assurance that our
system of investor protections is once again functioning as it
should, and that will require comprehensive reforms. Not just a lit-
tle—not “reforms,” comprehensive reform. Not just a little reform;
comprehensive reforms.

While a strong civil and criminal enforcement program is a cru-
cial element of such a plan, the President’s plan just does not go
far enough. First, he’s given no indication that he’s willing to fund
the increased enforcement he’s highlighting. His recent speech said
nothing about new funding for the Department of Justice, which is
already struggling with massive new responsibilities from the war
on terror. And the added hundred-million dollars he has proposed
for the SEC is like throwing a drowning man a toothpick when
what he needs is a lifeboat.

The House bill is even worse, much worse. It does nothing to en-
hance auditor independence beyond what the major firms have said
they would do on their own. The bill’s supposedly independent
oversight board for auditors would have a majority of accountant
representatives. How can you possibly stand up and support such
legislation? It is sham reform that perpetuates the current system
of self-regulation.

Nor does the Senate’s accounting reform bill do the job, although
it is far superior to the President’s proposal and the House-passed
bill. It would be far better, for example, if it included your amend-
ment, Senator Dorgan, to open up the proceedings of the Account-
ing Oversight Board to the public. It’s a shame that that was not
included. Or amendments offered by you and Senator McCain to
ensure that the SEC imposes a broad ban on consulting services by
accounting firms when they are also auditing a particular com-
pany. Or Barbara Boxer’s amendment to prevent an accounting in-
dustry takeover of the oversight board.

But the Senate bill does take a number of meaningful steps for-
ward to strengthen oversight of the accounting industry. It is the
minimum bill needed to improve investor confidence in the reli-
ability of corporate disclosures. I believe the House should just ac-
cept the bill in the conference committee, because there is virtually
nothing—and I mean nothing in the House bill worth keeping.

If the House refuses, then, at the very least, Senators should in-
sist that all conference negotiations are held in public. That would
minimize the danger that opponents of reform would try to sneak
in anti-investor proposals behind closed doors.

In my written testimony, I mention a number of additional re-
forms that should be enacted. I will not talk at length about these
measures now, but they include requiring corporations to list stock
options as an expense. They are and they should be listed as an
expense. Also requiring corporate boards to improve their oversight
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of company management and eliminating unwarranted restrictions
in current law on private securities lawsuits.

In closing, let me say that I am nervous—very nervous, Mr.
Chairman—and uncomfortable that the current SEC will be over-
seeing the new accounting board when it is enacted into law,
whether in the House or the Senate version. Unfortunately, the
Chairman’s ties to the accounting industry and his disappointing
showing so far in addressing these issues undermines his credi-
bility as the right man to fulfill this role. It is time for him to prove
conclusively that he’s protecting the public interest, not special in-
terests, or step aside so that—for someone who will. Frankly speak-
ing, the President never should have appointed him, who had rep-
resented so many of the accounting firms, in the position to which
he had been named.

To be specific, the Chairman needs to get off the sidelines and
push the House to adopt the Senate bill. He needs to develop a real
plan to restore independence to the so-called independent audit,
and he needs to, and we need to, see to it that members appointed
to the new oversight board will represent investors’ interests, not
the accounting industry, if the Senate bill becomes law.

It would be good if the Chairman were to make his intentions
known now. If the Chairman doesn’t take these steps as soon as
possible—he could move on the first two items immediately, for ex-
ample—it is time for new leadership at the SEC. I want to repeat
that. If he doesn’t move immediately with respect to the first two
items I mentioned, then it is time for new leadership at the SEC.

Thank you, Mr. Chairman, for the opportunity to offer my com-
ments. It’s a privilege to appear with these other

Senator DORGAN. Senator Metzenbaum, thank you very much.

You haven’t changed very much since you've left the Senate. I
must say, having listened to your testimony.

Senator METZENBAUM. I'm sorry that I soft-pedaled it, Mr. Chair-
man.

[Laughter.]

[The prepared statement of Senator Metzenbaum follows:]

PREPARED STATEMENT OF HON. HOWARD M. METZENBAUM, (RETIRED SENATOR),
CHAIRMAN, CONSUMER FEDERATION OF AMERICA

Good morning, Chairman Dorgan, Senator Fitzgerald and Members of the Sub-
committee. My name is Howard M. Metzenbaum and I now serve as Chairman of
the Consumer Federation of America (CFA). CFA is a non-profit association of some
300 pro-consumer organizations with a combined membership of over 50 million
Americans. Ensuring adequate protections for the growing number of Americans
who rely on financial markets to save for retirement and other life goals is one of
CFA’s top priorities.

I appreciate your invitation to offer my comments on the very important issue of
corporate responsibility. I am especially pleased to appear before you, Senator Dor-
gan, because you have done so much to highlight corporate abuses of late and to
propose real reform.

I spent my career in the U.S. Senate working to prevent corporations from run-
ning roughshod over the rights of consumers and workers. I have to tell you that
I have never seen a more appalling example of heartless, unfettered corporate greed
than that revealed by the recent, widespread accounting scandals. Companies like
Enron and WorldCom lied to their investors, lied to their employees, hid crucial in-
formation about their finances and, in some cases, tried to improperly influence gov-
ernment officials. The executives behind what appears to have been massive frauds
on a grand scale should be brought to justice quickly. This includes officers at com-
panies like WorldCom, if they are found to have committed fraud, as well as the
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individuals at accounting firms who should have known when their clients were
cooking the books.

The truth is this country finds itself in the midst of a corporate crime wave. And
while average citizens ponder their diminishing retirement accounts and wonder
whether they will be next to lose their jobs, a debate rages in Washington over
whether this is the product of a few bad apples or evidence of a systemic break-
down. While that may seem to be an arcane argument in the face of so much real
world pain, the implications of this debate are significant because the outcome will
determine whether Congress and the administration adopt an effective policy re-
sponse.

The administration has been cynically arguing the “bad apple” theory. They have
used this theory to justify a policy that allows them to talk tough about sending
corporate crooks to jail without forcing them to impose real reforms on the corporate
interests that so generously fund their campaigns. Now most of us can agree that
corporate crooks should spend some time behind bars, but this argument misses on
two counts. First, what we are looking at here is more than a few bad apples. Sec-
ondly, what we have is a system of investor protections specifically designed to
eliminate the bad apples; a system that clearly is not working.

One measure of the scope of the problem is the recent dramatic rise in companies
forced to restate their earnings. Back in the early 1990s, that number used to run
at a predictable 45 or so a year, but around the middle of the last decade, it took
off. From 1997 through 2001, there were 1,089 restatements, according to a recent
study by the Huron Consulting Group. The number grew every year over that five-
year period, from 116 in 1997 to 270 in 2001. The companies involved include such
well-known examples as Waste Management, Sunbeam, Cendant, Rite Aid, and, of
course, Enron—accounting failures that together cost investors hundreds of billions
of dollars in lost market capitalization. But, they do not include Adelphia or Xerox
or WorldCom or any of the other companies whose actions have promised to make
2002 another record-breaking year. Today, we are fast approaching the point where
one in ten of America’s public companies will have recently been forced to restate
its earnings. That is a lot of bad apples.

Furthermore, the companies involved are not unknown fly-by-night operations,
but the very symbols, in many cases, of innovative American capitalism—Enron,
WorldCom, Qwest, and Xerox—a company that, as one writer put it is “so estab-
lished that its name has become both noun and verb.” Even if you were to accept
the argument that we are dealing with isolated cases of wrong-doing, when they in-
volve the nation’s leading companies, does that not tell you the system is fundamen-
tally broken?

But the real point is that our system of investor protections was ostensibly de-
signed with the bad apples in mind. It was designed to work, not just when cor-
porate executives are honest, forthcoming and aboveboard, but also when they are
greedy, unethical, and deceptive. First and foremost, it is why we require an out-
side, independent auditor to review and approve a company’s financial statements.
It is why we have standardized rules that govern what companies have to disclose
and how. It is why the SEC reviews financial disclosures for accuracy, completeness,
and compliance with appropriate accounting rules. It is why rating agencies pore
over massive amounts of information to determine the creditworthiness of compa-
nies that issue debt. It is why corporate boards have audit committees, made up
priénarily of board members who are supposed to be “independent,” to supervise the
audit.

In the recent rash of accounting frauds and failures, all of those safeguards failed.
The accounting rules failed to produce an accurate picture of company finances. Cor-
porate boards failed to ask tough questions, challenge questionable practices, or re-
quire disclosure that is more transparent. Auditors signed off on financial state-
ments that clearly presented a misleading picture of company finances—or missed
altogether Mt. Everest sized reporting errors. In many cases, years had passed since
the SEC last reviewed the company in question’s financial statements.

At the end of the day, one conclusion is inevitable. The system of corporate gov-
ernance that we have long, and rightly, touted as the world’s best is not adequate
to ensure that investors receive accurate information about the companies in which
they invest. And that has led to the current crisis of investor confidence. Although
most investors instinctively understand that not all companies are corrupt, they also
know that they can not—on their own—reliably tell the difference between those
whose finances toe the mark and those with troubling secrets hidden in the foot-
notes or kept out of the financial statements altogether. They have experienced
first-hand how quickly the bottom can drop out of a once high-flying stock when
questions about its accounting emerge.
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Another aspect of the current debate swirls around the question of whether this
recent explosion of corporate greed is something new or not. The latter argument
is based on the theory that the recent revelations of corruption in the boardroom
are simply the inevitable hangover from the market boom—that this is simply how
markets “correct” themselves, and we should simply get out of the way and let the
market do its work.

This argument also ignores an important point—that our markets are no longer
simply a place where the rich get richer. Increasingly, the financial markets are
where average, middle class Americans put their money to save for retirement, to
buy a home, or to send their children to college. Since the time when the first Presi-
dent Bush took office, the number of Americans investing in our markets has grown
by roughly 60 percent. Today, approximately half of all households have money in-
vested either directly or indirectly in the stock of American companies. It is this
massive new influx of capital from average Americans that provided the fuel for our
recent period of unprecedented economic growth.

When the bottom drops out, what these middle class families have at risk is not
whether they can vacation in Tuscany this year, or if they will have to stay a little
closer to home. It is not whether they have to give up the private jet, or delay their
plans to build a vacation home in Aspen. What is at risk is whether they will be
able to retire in reasonable comfort, or even retire at all. What is at risk is whether
their children will be able to attend the college of their choice, settle for a less ex-
pensive alternative, or miss out on college altogether. What is at risk is whether
they will have to delay indefinitely their ability to participate in the American
dream of owning their own home. So, what is new is not just that the investor losses
from the recent spate of accounting failures are unprecedented in their size, but
that families who are far less able than the investing class of the past to absorb
such losses are feeling them.

If we want average Americans to continue to view our financial markets as a
place where they can entrust their long-term savings, then we need to provide them
with reasonable assurance that our system of investor protections is once again
functioning as it should. That will require comprehensive reforms. While a strong
civil and criminal enforcement program is a crucial element of such a plan, the
President’s plan does not go far enough. He has given no indication that he is will-
ing to fund the increased enforcement he is highlighting. His recent speech said
nothing about new funding for the Department of Justice, which is already strug-
gling with massive new responsibilities from the war on terror. The added $100 mil-
lion he has proposed for the SEC is like throwing a drowning man a toothpick when
what he needs is a lifeboat.

The House bill is a disaster. It does nothing to enhance auditor independence be-
yond what the major firms have said they would not oppose. Its supposedly inde-
pendent oversight board for auditors would allow a super-majority of industry rep-
resentatives. And the mechanism it relies on to create the board—where a board
applies for the job—invites an industry take-over. This is sham reform that, in all
but name, perpetuates the current system of self-regulation.

Nor does the Senate accounting reform bill do the job, although it is far superior
to the President’s proposal and the House-passed bill. It would be far better, for ex-
ample, if it included your amendment, Senator Dorgan, to open up the proceedings
of the Accounting Oversight Board to the public or amendments offered by you or
your colleague Senator McCain to insure that the SEC imposed a broad ban on con-
sulting services by accounting firms when they are also auditing a particular com-
pany. It would be far better with the amendments offered by Senator Boxer to en-
hance the independence of the oversight board.

Although we were very disappointed that these amendments were never voted on
and that this important opportunity to improve the bill was missed, make no mis-
take about it. The Senate bill is still by far the best reform proposal on the table.
It is the only proposal to create a strong, effective new oversight board for auditors;
to include significant provisions to strengthen corporate board oversight of the audit
and enhance its independence; to lengthen the statute of limitations for securities
fraud; and to protect the independence of the Financial Accounting Standards
Board. Like the House, but unlike the President’s proposal, the Senate bill author-
izes a meaningful and much needed increase in SEC resources.

In short, the Senate bill is the minimum needed to justify renewed investor con-
fidence in the reliability of corporate disclosures. To ensure that the best possible
bill is passed as quickly as possible, the House should accede to the Senate bill. If
it refuses, then at the very least, Senators should insist that the conference is held
in public. That would minimize the danger that the opponents of reform, who are
nervous about gutting the bill in public, would be bolder in behind-closed-doors bar-
gaining sessions.
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But even if the Senate bill is adopted intact, more needs to be done. In developing
an agenda of additional reforms, policy makers need to recognize that one reason
the system has run amok is that too many of the financial incentives reward doing
the wrong thing. If you want to bring about a new era of corporate responsibility,
you are going to have to eliminate those perverse incentives.

Stock Options Should Be Expensed

The Senate bill would enhance the independence of the Financial Accounting
Standards Board. Maybe that will give FASB the courage to do what it was intimi-
dated to do nearly 10 years ago—require that stock options be reflected as an ex-
pense on corporate balance sheets.

Proponents of stock option compensation argue that this practice benefits share-
holders by aligning the interests of company executives with those of company
shareholders. But that is clearly not true. As Paul Krugman recently wrote in The
New York Times, options allow executives to “get a share of investors’ gains if things
go well,” but don’t force them to “share the losses if things go badly.” As a result,
and because of the massive size of many options grants, they offer executives mas-
sive personal financial incentives to take whatever risks necessary to drive up the
stock price in the short term.

Clearly, granting executives shares of company stock, and forcing them to hold
that stock until after they leave the company, would do a far better job of aligning
their interests with those of typical shareholders. But our accounting rules favor
stock option compensation over grants of company shares. This is because the grant
of company shares would have to be reflected immediately as an expense on balance
sheets, while the stock options can be relegated to the footnotes without denting
earnings. That makes no sense. As others have pointed out—while it may be dif-
ficult to pin a precise value on options when they are granted, the one thing we
do know 1s that their value is not zero.

If we truly want to align company executives’ interests with shareholders—a laud-
able goal—we need to remove this perverse incentive in our accounting rules to use
stock options rather than grants of company shares to provide incentive compensa-
tion to executives. But, despite the admirable efforts of Senators Levin and McCain,
this aim was not included in the recent Senate corporate reform bill. The bill is in-
complete without it.

Improve Corporate Board Oversight of Management

With all the focus on stock options, it is important to remember that personal
greed is not the only factor encouraging company executives to push share prices
ever higher. As Steve Liesman wrote in the Wall Street Journal last January,
“stocks have become a vital way for companies to run their businesses.” Companies
use stock to make acquisitions and to guarantee the debt of off-the-books partner-
ships. They rely on the stock market as a place to raise capital. As a result, as
Leisman said, “a high stock price can be the difference between failure and success.”

Clearly, simply fixing the accounting for options will not be enough to eliminate
the incentive for corporate executives to do whatever it takes—including cooking the
books—to create the financial picture necessary to produce a rising stock price. Cor-
porate boards are going to have to do a better job of keeping management on the
straight and narrow.

In theory, corporate board members are supposed to represent shareholders. But
shareholders don’t pick board members, CEOs do. Recent proposals by the New
York Stock Exchange and Nasdaq take a step in the right direction by strength-
ening the independence requirements for independent board members and by re-
quiring that all members of the audit and compensation committees be independent
members. However, they are not enough to overcome the influence management has
by virtue of the fact that it selects the board—and can stack it with cronies and
“yes” men or boot those board members they view as trouble makers.

If we want corporate boards to represent shareholders, we need to do a better job
of giving shareholders a say in the selection of board members. This is an area that
we believe deserves additional attention in the coming months.

Make the Independent Audit Truly Independent

Ultimately, however, the ability to ensure reliable disclosures comes down to the
effectiveness of the independent audit. Nothing else can substitute for having a
skeptical, independent outsider who thoroughly looks over the books. But, here
again, auditors faced with bogus accounting have overwhelming financial incentives
to look the other way. Challenging management could cost them the audit engage-
ment. Given the decades-long relationships that are typical between auditors and
their clients, that means losing not just this year’s audit fee, or next year’s audit
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fee, but decades of expected income. If the client is a big one, the incentive to back
down is enormous.

One thing that dramatically ups the ante is the increasingly common practice
among auditors of also providing consulting services to their audit clients. The prac-
tice has become all but universal among large companies, and the dollar amounts
on the table for consulting contracts are typically two or three times the audit fees.
In some cases, however, the imbalance is much greater, with consulting fees in some
cases bringing in twenty or thirty times the audit fees.

It is no wonder that expert after expert who testified before House and Senate
committees said no reform would be complete without a broad ban on consulting
services and mandatory rotation of audit firms. Unfortunately, these central reforms
never made the cut. The House bill simply does what the major accounting firms
said they would not oppose—it expands the current ban to include internal audits
and financial system design and implementation. The Senate bill expands the list
a little further. But neither bill requires the rotation of audit firms.

Where the Senate bill stands head and shoulders above the rest in this area is
with its requirement that board audit committees, made up exclusively of inde-
pendent board members, pre-approve any decision to hire the auditor to perform
non-audit services. Also key is the Senate bill’s provision making audit committees
directly responsible for hiring and compensating the auditor and for overseeing the
audit and giving the audit committee the tools it needs to do that job effectively.

While we respect the efforts the Senate has made to improve the oversight of the
audit, we do not believe reform will be complete until auditors are forced to be truly
independent from their audit clients. That means the kind of broad ban on con-
sulting services that has been proposed by Senators Nelson, Carnahan, and McCain
and mandatory rotation, as included in the Nelson-Carnahan bill.

Improve Audit Standards

Because they lack those broad auditor independence reforms, the House and Sen-
ate bills rely heavily on the new auditor oversight board to ensure quality audits.
But only the Senate bill gives its new board the standard-setting authority that is
key to its effectiveness. The House bill leaves authority for setting standards with
the accounting profession. Even under pressure from recent scandals, the accounting
profession uses its authority to write audit standards that are full of suggestions
rather than mandates—standards that are more geared toward minimizing account-
ing firms’ liability than ensuring high quality audits.

The Senate bill provides ample opportunity for industry participation in this proc-
ess, but it charges the oversight board with final responsibility. That should ensure
that those whose job it is to protect the public interest, not the special interests,
make decisions. Of course, even if the House bill gave its regulatory board the nec-
essary authority, it would not matter. That is because, as we mentioned earlier, the
House bill is custom designed to ensure maximum industry influence over its new
“regulator.” It is essential that the Senate oversight board structure and authority
be adopted in the final bill.

Increase Deterrence

The Senate bill includes an impressive package of criminal and civil penalties for
corporate crimes. These should send the same powerful message to white collar
crooks that we have sent to street criminals—don’t do the crime if you can’t do the
time. The Senate and House have also authorized dramatically increased funding
to put more cops on the beat at the SEC. You know as well as I do, however, that
authorizing funding and appropriating it are two very different things. Particularly
in light of the lack of administration support, members will need to be vigilant to
ensure that this promise of increased resources is realized.

We also continue to believe that private lawsuits form an essential supplement
to regulatory enforcement efforts, particularly if you are unwilling to adequately
fund enforcement, as the President appears to be. Unfortunately, the deterrent ef-
fect of such lawsuits is limited by a number of factors, including the unreasonably
high pleading standards plaintiffs must satisfy before getting access to discovery,
the unreasonably short statute of limitations that governs such suits, and the lack
of aiding and abetting liability.

The Senate bill would address one of those problems, lengthening the statute of
limitations to 2 years from discovery, but no more than 5 years from the wrong-
doing. This will make it more difficult for those who commit fraud to escape liability
simply by keeping their fraud hidden for a short time. It will also make it less likely
that suits against secondary defendants are dismissed because the statute of limita-
tions has run while the motion to dismiss was pending, blocking access to discovery.
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Senator Shelby was prepared to offer another important amendment, to restore
aiding and abetting liability under the securities laws. Unfortunately, like so many
other important amendments that we have discussed today, he was prevented from
offering that amendment. This reform is highly relevant to the current crisis since
the lack of aiding and abetting liability has been used by defendant after defendant
in the Enron lawsuits to argue that they cannot be held accountable for assisting
the fraud.

If you cannot fix this glaring shortcoming in our laws now under the current envi-
ronment, it is hard to imagine when that will be possible. But perhaps when these
lawsuits have worked their way through the court system and we find that the vic-
tims have recovered only a pittance, if anything, of their losses, perhaps then will
certain members be willing to abandon their phony rhetoric about frivolous lawsuits
and recognize that our legal system stands in the way of full and fair redress in
even the most meritorious of cases.

Conclusion

The recent corporate crime wave has delivered a wake-up call. The system of cor-
porate governance that we have grown accustomed to touting is broken. The Senate
has started down the road to reform. But our system will remain vulnerable until
we tackle the fundamental incentives that encourage our corporate executives to do
the wrong thing and our auditors to turn a blind eye.

We have been given a wake-up call.

Senator DORGAN. Next, let me ask for testimony from the Honor-
able Richard Moore, State Treasurer for the State of North Caro-
lina. Mr. Moore, you may proceed, and we will include your entire
statement in the record, so you may summarize.

STATEMENT OF HON. RICHARD MOORE, TREASURER FOR THE
STATE OF NORTH CAROLINA

Mr. MooORE. Thank you very much, Senators. Thank you for this
opportunity.

I come before you today as North Carolina’s elected guardian of
the State Treasury and as the sole trustee of $62 billion in public
money, most of which is the pension funds for the 600,000 active
and retired public workers of our great state—the teachers, fire
and rescue workers, nurses, police officers, sanitation workers, and
state and local government employees of North Carolina.

I come here today as an owner who needs help exercising the full
rights of ownership—nothing more, nothing less. Now, in my pre-
pared remarks, I have some quotations that go back and show that,
since Alexander Hamilton’s day and George Washington’s first ad-
dress to this body, we’ve always understood that the power of the
marketplace needs to be regulated for the good of us all.

We can go back through the Great Depression. I wanted to point
out that the deep corruption of our public markets brought about
the passage of the Securities Acts of 1933 and 1934 and the pas-
sage of the Glass-Steagal Act. I am extremely proud that my
grandfather, as a member of this body, played a significant role in
drafting and championing many pieces of these necessary reforms.
And we find ourselves, 70 years later, right back in very, very simi-
lar situations. Those reforms produced a fair and stable market-
place that’s been the envy of the world for almost 70 years.

And I give you this historical background to make what ought to
be an obvious point. It is important to remember that we are ad-
dressing regulations that apply only to public companies and that
no one forces a company to become public. The choice to do so
means that its corporate leaders voluntarily give up some of their
autonomy and agree to be regulated.
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The tradeoff, which has been significant over the past 20 years,
is that those companies may access capital at a severely discounted
rate to traditional sources. Even today, most businesses and most
of the folks I talk to in my home state are not regulated, the busi-
nesses on Main Street across America. And when they need addi-
tional capital, they pay a premium for it.

Publicly traded companies have been and must always be regu-
lated to make sure that the individual investor can properly value
his or her risk before an ownership decision is made. This obvious
point has been overlooked by many who are afraid that additional
government regulation will foul the market.

Today, more than 80 million Americans have decided to take part
in these public marketplaces, either through mutual funds or pen-
sion plans. This, in itself, is remarkable. They have been enticed—
and I want to repeat that—they have been enticed, through tax
policy and professional advice, to participate and share in this part
of the American dream. It is not your job, nor is it the job of cor-
porate America, to ensure that this dream comes true. However, it
is your job to make sure that the marketplace is fair to all so that
some don’t profit while others lose from the exact same investment.

Our markets today contain about $12 trillion in assets. More
than $2 trillion of that is held by pension funds, like the one that
I run in North Carolina. Approximately—but here’s the point that
a lot of people don’t understand—while $8 trillion is controlled by
mutual funds, most of the large mutual funds’ largest clients are
pension funds like myself. So we have tremendous clout in the
marketplace, clout that I don’t think we have fully utilized or un-
derstood how to wield.

Institutional ownership has evolved over the last 30 years, and
I think that’s one of the reasons we’re not prepared. As a result,
we find ourselves, collectively, the largest shareholders in virtually
every major company in America. The founder or the founder’s de-
scendants, at the same time, in many instances, are no longer seat-
ed at the board table advocating, out of self-interest, the interest
for the shareholders. It is truly a setting very much like govern-
ment, where people are spending other people’s money.

Therefore, we, as institutions, must act like the owners that we
are. However, we cannot do it alone. We need Congress and the
Administration to help make sure we can properly exercise our pre-
rogatives of ownership. We need your help to make sure that we
can tell whether the interests of management and shareholders are
properly aligned. We need your help in making sure that we, as in-
vestors, can properly price risk. We need your help to make sure
that the cops on this particular beat have the resources and tools
to do their job effectively. We need your help now more than ever.
And I won’t recap all of the events that happened.

I firmly believe that the vast majority of today’s corporate man-
agers are smart and honest, but it is disconcerting to see so many
of them unmasked, not as captains of industry, but as captains of
greed, with callous disregard for the welfare of the people whose
money grows their company. Simply put, where I come from, we
know that the fox cannot guard the hen house. No matter how
well-meaning, at some point the temptation to gorge will prevail.
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Without proper regulation, history has proven that hardworking
Americans always pick up the tab—the Great Depression, the sav-
ings and loan debacle, during which I was a white-collar federal
prosecutor, with nowhere near the resources to do the job properly,
12 years ago; and, most recently, as the Chairman has referred to,
the power shortage in California.

In carrying out my fiduciary duty to 600,000 beneficiaries, we
have begun to more actively exer